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DEFENSE, DEPARTMENT OF
Changes to Standard Forms 294 and 295, which serve as the standard government-wide
data collection forms to monitor a prime contractor's subcontracting program, are
being considered by the Civilian Agency Acquisition Council and the Defense
Acquisition Regulatory Council (see the 11/30/88 Fed. R e g ., p. 48495).
According
to the DOD, proposed changes to Standard Form 294, Subcontracting Report for
Individual Contracts, and Standard Form 295, Summary Subcontract Report, will
delete the breakout of indirect subcontract awards, which are funded by indirect
cost pools, on SF 294 for civilian agencies.
The DOD will still require data on
these awards. Also, SF 295 will only be submitted annually for civilian agencies
as opposed to the present quarterly submission.
However, the DOD will still
require this information to be submitted quarterly.
In addition, the changes
proposed by the DOD will require collection of data on awards to Historically
Black Colleges and Universities and Minority Institutions, both in subcontract
dollars and all noncontractual monetary and nonmonetary support given by prime
contractors.
The DOD also proposed that the distribution of the report be revised
to require separate reports for each DOD component from prime contractors for
construction and related maintenance and repair services.
The original report
will be submitted to each DOD component as opposed to the previous requirement to
submit the report to the Office of the Deputy Secretary of Defense.
Comments on
the proposed changes should be submitted by 1/30/89 to the General Services
Administration, FAR Secretariat (VRS), 18th and F Streets, N.W., Room 4041,
Washington, D.C. 20405. All correspondence related to the proposed changes should
cite FAR Case 88-60.
For further information after reading the proposed rule,
contact Margaret A. Willis, FAR Secretariat, at 202/523-4755.

GENERAL ACCOUNTING OFFICE
Half of earnings discrepancy cases are unresolved according to a GAO report entitled
"Tax Administration: IRS' Combined Annual Wage Reporting Reconciliation Program."
The cases with tax implications involve employers who report more earnings to the
Social Security Administration than to the IRS.
The report found that doubling
the staff assigned to these cases would allow IRS to resolve practically all the
discrepancy cases with a potential tax yield and would help IRS identify patterns
of employers who are responsible for reporting discrepancies.
As a result,
beginning in 1989, IRS plans to increase staffing applied to the program.
In
1980, IRS established the Combined Annual Wage Reporting reconciliation program to
ensure that employers submit correct wage and tax withholding information to both
IRS and Social Security so that employees' Social Security accounts can be
properly credited and proper income and employment tax withholding can be
collected from employers.

A ban on tax arbitrage in Section 265 is difficult to administer, according to a GAO
report entitled "Tax Policy: Deducting Interest on Funds Borrowed to Purchase or
Carry Tax-Exempt Bonds."
The "subjective disallowance" rule, Internal Revenue
Code section 265 (a)(2), disallows the deduction of interest expense if evidence
suggests that the purpose of the loan was to purchase tax exempt securities. As a
result, IRS should amend corporate tax forms to require separate identification of
tax-exempt securities and should study the costs and benefits of requiring
information reporting for tax-exempt interest.
Section 265 was enacted to prevent
the simultaneous expense deduction and income exclusion that results when a
taxpayer deducts interest on indebtedness incurred to purchase tax-exempt bonds.
GAO stated that the "substantial disallowance rule" evidence includes loan
proceeds which can be traced directly to the purchase of tax-exempt securities
used as collateral for loans, or an analysis of the facts and circumstances

3
surrounding related transactions.
GAO acknowledged that the new reporting
requirements should make it easier for IRS to identify whether there is some
potential for audit.
GAO did point out that court decisions applying the
subjective disallowance rule often require a complex analysis of the facts and
circumstances surrounding all related transactions.

SECURITIES AND EXCHANGE COMMISSION
A self-funding study for the SEC was released by the Commission in late December.
The study provides an overview of the challenges facing the Commission, a review
of the Commission's difficulties in recruiting and retaining staff in recent
years, and suggestions for changes in current systems to provide the agency with
more flexibility in recruiting and retaining staff necessary for effective
regulation of the securities markets and enforcement of the Federal securities
laws.
The study recommends that the Commission be granted the authority to fill
100 positions at compensation up to Level IV of the executive pay scale for highly
qualified accountants and other professionals; implement pay bands for classifying
professional staff positions and set staff salaries that would take into account
competitive salary differentials.

TREASURY, DEPARTMENT OF
Clarification of requirements under section 355 of the Internal Revenue Code of 1986,
as amended, concerning business purpose, continuity of interest, devices for
distribution of earnings and profits, and active conduct of a trade or business is
contained in final regulations issued by the IRS (see the 1/5/89 F ed. R e g ., pp.
283-296).
Section 355 applies to a corporation's distribution of a subsidiary's
stock and securities without shareholders or security holders recognizing gain or
loss.
Under the final regulations, which retain the independent business purpose
requirements, the IRS notes that a transaction without a corporate business
purpose should not qualify under section 355, even if the transaction is not
principally a device to distribute earnings and profits.
Only a transaction
motivated in whole or substantial part by a corporate business purpose will
satisfy the corporate business purpose requirement.
Additionally, the IRS said
the regulations require that one or more persons who were the owners, directly or
indirectly,
of the enterprise before the distribution or exchange own, in the
aggregate, an amount of stock establishing a continuity of interest in each of the
modified corporate forms in which the enterprise is conducted after the
distribution.
The final regulations, which were originally proposed on 1/21/77,
will apply to transactions under section 355 occurring after 2/6/89.
However, the
IRS said the final regulations do not reflect changes made to section 355 of the
Internal Revenue Code of 1986, as amended, made by the Revenue Act of 1987 and the
Technical and Miscellaneous Revenue Act of 1988.
For further information after
reading the regulations, contact Richard F. McManus at the IRS at 202/566-3422.

Political lobbying expenditures that certain tax-exempt public charities and private
foundations may engage in and still retain their tax exemption is the subject of
proposed rulemaking and notice of public hearing by the IRS.
In general, Federal
law has forbidden tax-exempt organizations from devoting any "substantial" part of
their expenditures to lobbying on the basis that the purposes for which tax
exemptions are granted do not include influencing the political process.
Under
the proposed regulations, the definition of "grass-roots lobbying" by public
charities is limited to communications that reflect a view of specific legislation
and include a "call to action" on the part of the communications' recipients.
In
addition there would be a special restriction on certain mass media communications
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made wit h in two weeks of an election or legislative vote on the issue.
Furthermore, a charity may devote 20 percent of the first $500,000 of its spending
to lobbying efforts, with the percentage declining at higher spending levels up to
a ceiling of $1 million for lobbying.
Expenditures for "grass-roots lobbying" are
limited to 25 percent of total lobbying expenses. If these limits are exceeded,
the organization is subject to a 25 percent excise tax.
On 1/10/89 the Advisory
Group on Exempt Organizations will meet to discuss these rules at 9:30 a.m. in
room 3313 of the IRS Building, 1111 Constitution Ave. , N.W.
Written comments or
requests to appear at a public hearing scheduled for 4/3-4/89 must be delivered or
mailed by 3/23/89.
The comments should be sent to Commissioner of Internal
Revenue, Attn: CC:CORP:T:R (EE-154-78), Washington, D.C. 20224.
The public
hearing will be held in the IRS Auditorium, Seventh Floor, 7400 Corridor, Internal
Revenue Building,
1111 Constitution Avenue, N.W., Washington.
For further
information after reading the proposed rule, contact Jerome P. Walsh Skelly at the
IRS at 202/535-3818.

Election, revocation, termination and tax effect of Subchapter S status is the
subject of proposed rulemaking by the IRS.
The proposed regulations reflect
changes to the tax law made in 1982, 1984, 1986, and 1988. The rules require that
shareholders holding more than 50 percent of the issued and outstanding shares of
stock agree to the termination of subchapter S status.
Under the rules, a
corporation's election is terminated if the corporation ceases to be a small
business corporation as defined in the regulations.
In addition, the rules
provide that a corporation's election is terminated whenever the corporation has
subchapter C earnings and profits at the close of each of three consecutive
taxable years and more than 25 percent of gross receipts for each of three taxable
years is passive investment income.
Other topics covered by the regulations
include the use of personal holding company rules to distinguish passive
investment income from other types of income; the time and manner of making a
subchapter S election and shareholder consent to the subchapter S election.
Written comments and requests for a public hearing must be mailed or delivered by
2/27/89 to IRS, Attn: CC:CORP:T:R (PS-260-82), Room 4429, Washington, D.C. 20224.
For further information after reading the proposed rules, contact Stuart G.
Wessler at the IRS at 202/566-3822.

The

treatment of partnership liabilities and the allocation of deductions
attributable to nonrecourse debt are the subject of final, temporary and proposed
regulations issued by the IRS (see the 12/30/88 Fed. R e g ., pp. 53140-73 and p.
53174).
The proposal adds new temporary regulations to sections 1.752-0T, -IT, 2T, -3T, and -4T of the Internal Revenue Code.
These regulations reflect changes
made to the law by the Tax Reform Act of 1984, which IRS said overruled the
decision in Raphan v. United States and directed the Treasury Department to
prescribe regulations under section 752 relating to the treatment of guarantees,
assumptions, indemnity agreements, and similar arrangements.
Written comments and
requests for a public hearing must be delivered or mailed by 3/30/89 to IRS, Attn:
CC:CORP:T:R (PS-229-84), Room 4429, Washington, D.C. 20224.
For further
information after reading the regulations, contact Robert E. Shaw at the IRS at
202/343-8459.

Proposed IRS regulations concerning related person factoring income and additional
items will be the subject of a public hearing to be conducted by the IRS (see the
12/12/88 Fed. R e g ., p. 49895).
In addition to the treatment of related person
factoring income, the proposed regulations, which were published in the 6/14/88
and 7/21/88 Federal Register. also address the following items: 1) Determination
of the amount of earnings of a controlled foreign corporation invested in U.S.
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property; 2) Redemptions of stock through the use of related corporations; 3) The
definition of a controlled foreign corporation; and 4) The definitions of foreign
base company income and foreign personal holding company income of a controlled
foreign corporation for taxable years of foreign corporations
beginning after
12/31/86.
The public hearing will begin at 10:00 a.m. on 2/9/89 in the IRS
Auditorium, 7th Floor, 7400 Corridor, Internal Revenue Building, 1111 Constitution
Ave., N.W., Washington, D.C.
The hearings will continue on 2/10/89 if necessary.
Requests to testify and outlines of oral comments should be submitted to the
Commissioner of Internal Revenue by 1/26/89.
For further information after
reading the notice, contact Jackie Burgess or Carroll Field at the IRS at 202/5663935.

SPECIAL:

AICPA RECOMMENDS REAPPOINTMENT OF IRS COMMISSIONER GIBBS

Reappointment of Lawrence B. Gibbs as IRS Commissioner was recommended in a letter
from the AICPA to the Honorable George H.W. Bush, President-elect of the United
States.
The letter, signed by AICPA Chairman Robert L. May and President Philip
B. Chenok, said that Commissioner Gibbs "has done an outstanding job in service to
the American taxpayer."
The AICPA letter stated that "Commissioner Gibbs assumed
his position at a particularly difficult time when both morale and performance
within the IRS were less than optimal. In his two years as Commissioner, Mr. Gibbs
has set a tone which has: 1) Instilled in IRS employees an attitude of quality
service for taxpayers; 2) Significantly improved IRS relationships with CPAs and
other tax practitioners; 3) Increased the IRS emphasis on research and long-term
planning; and 4) Caused the IRS to undertake a major restructuring of their total
computer system."
The AICPA letter commended Commissioner Gibbs’ leadership and
concluded that he should be reappointed in order for him to continue those
improvements.

SPECIAL:

VACANCIES FILLED ON CONGRESSIONAL COMMITTEES

Additional committee assignments for the 101st Congress were announced by
Congressional leadership after the House and Senate convened on 1/3/89. Remaining
vacancies have been filled on several committees that will be of importance to the
accounting profession in the coming session of Congress.
Senators Connie Mack (R-FL), William Roth (R-DE), Nancy Kassebaum (R-KS), and
Larry Pressler (R-SD) have been chosen to fill the four remaining Republican
vacancies on the Senate Banking, Housing, and Urban Affairs Committee.
Senator
John Heinz (R-PA) has been reappointed to serve on the Governmental Affairs
Committee and Senator Pete Wilson (R-CA) has been appointed to fill the remaining
vacancy on this committee.
In the House, remaining Democrat committee vacancies have been filled.
Representatives Roy Rowland (D-GA) and Thomas Manton (D-NY) have been appointed to
serve on the House Energy and Commerce Committee. Representative Donald Payne (DNJ) has been appointed to the House Government Operations Committee.
On the House
Judiciary Committee, Representatives Benjamin Cardin (D-MN) and George Sangmeister
(D-IL) have been appointed to fill remaining vacancies.
Vacancies on the House
Banking, Finance, and Urban Affairs Committee were filled by Representatives Jim
McDermott (D-WA), Peter Hoagland (D-NE), and Richard Neal (D-MA).
Additional changes to the membership of committees of importance to the
accounting profession were announced in December (see the 12/12/88 W a s h . Rpt.).
Subcommittee leadership and membership assignments are expected to be announced
later in January.
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SPECIAL:

BENTSEN APPOINTS MCMURTRY AS NEW STAFF DIRECTOR AND CHIEF COUNSEL

Vanda B. McMurtry has been appointed
as Staff Director and Chief Counsel of the
Senate Finance Committee by Senator Lloyd Bentsen (D-TX). the chairman of the
Finance Committee.
Mr. McMurtry has served as Legislative Director for Senator
Bentsen since 1986.
From 1984 to 1986, Mr. McMurtry was in private law practice
in Washington.
Previously, he was a professional staff member on the Joint
Economic Committee (1980-1984) and a Legislative Assistant to Congressman Lee
Hamilton (D-IN) from 1977 through 1980.

SPECIAL:
HEARING HELD ON DEFENSE CONTRACT AUDIT AGENCY REPORT ON THE USE OF CONSULTANTS
BY DEFENSE CONTRACTORS
The use of consultants by defense contractors was the subject of a report by the
Defense Contract Audit Agency (DCAA).
In addition, a hearing was held on this
subject by the Senate Subcommittee on Federal Services, Post Office, and Civil
Service on 12/13/88.
Senator David Pryor ( D - A R ) , the chairman of the
subcommittee, said in his opening statement that the purpose of the hearing was to
look into the "improper and possibly illegal use of private consultants by large
defense prime contractors"
where consultants are hired by defense contractors
but their fees are passed on to the Pentagon as hidden costs. He continued that
such "indirect hire" consultants do perform legitimate functions. However, he
said, the massive FBI/grand jury Pentagon probe, code named Ill-Wind, suggests
that "consultants may also be involved in criminal activities involving bribery,
fraud, collusive bidding, and trafficking in confidential material."
The DCAA
report included several recommendations: 1) FAR 31.205-33 should be revised to
strengthen unallowability criteria and clarify the documentation required to
support claimed cost; 2) Contract officers should assure that $19 million of
claimed cost is disallowed unless additional support is submitted to DCAA; 3)
Contracting officers and DCAA auditors at individual contractor locations need to
pursue contractor correction of internal control weaknesses; and 4) Contracting
officers should assure that contractors delete unallowable cost from their claims
in accordance with FAR 31.201-6.

For further information contact Shirley Twillman at 202/737-6600.
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